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BusiNESS REVIEW

Although we did not achieve our financial goals in 2002, we more than held our own ina
recessionary economy. We achieved sales of $332 million, a decline of only 6% from last
year. We are pleased to report that we remain very profitable, with earnings of $1.68 per
share, and that our stock outperformed the Russell 2000 as well as the S&P 500.

During 2002, we generated $25 million in free cash flow. In the fourth quarter, we
repurchased $4.7 million of our Senior Notes, helping to reduce net debr this year by $24
million, or 12%. Even after the repurchase, we had over $19 million in cash on hand at year
end and owed nothing on our domestic revolver.

While we achieved reasonable sales levels in 2002 and strengthened our balance
sheet, gross margins in the band segment declined further, causing our overall operating
profits to decrease 18%. Competition in the band marketplace remains intense. We
must reduce our cost structure and become more flexible in manufacturing. ﬂo:&m:
competition and skyrocketing health care costs make this our primary goal for the band

segment in 2003.

OuTLoOK

We enter 2003 with continuing economic uncertainty. While there isn't much we can do to
affect what’s going on externally, we CAN make changes internally — changes which will
affect how we operate in the current environment. For our band division, 2002 was a year
of identifying issues and selecting the right team to deal with the necessary changes. 2003
will be a year of revamping how we do business. Our ability to adapt will determine our

success in this changing marketplace. Fortunately, our strong balance sheet allows us the

flexibility to invest in growing the business.

STEINWAY MUSICAL INSTRUMENTS, INC.
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2002 ResuLTs
Worldwide sales of pianos generated $165 million in revenue, a decrease of only 3% from
last year. Gross margins remained essentially unchanged at 35%, despite reduced
production levels at our German facility. By exercising firm control over operating -
expenses, holding them flac with the prior year, we produced a 4% increase in operating
income in a very challenging economic environment.

Domestically, our revenues were flat but we improved gross margins to 32% from
30% in 2001. This was a result of more favorable purchase prices on our Boston and Essex
pianos. We shipped 250 fewer Steinway & Sons pianos, a decrease of 9%. However, we
shipped almost 500 additional Boston and Essex units this year, an increase of over 16%.

Revenues overseas declined 8% as unit shipments of Steinway & Sons pianos
dropped 149% in 2002. In pardcular, unic sales in Japan declined 24% on weakened
demand. Gross margins overseas decreased to 36% from 39% in 2001 because we reduced
production to correspond with current levels of demand. Sales of Boston and Essex units

also declined, with shipments decreasing 13% compared to 2001.

COMPETITIVE POSITION

While revenues from pianos decreased 3% in 2002, this decline was precipitated by the
difficult economic environment, rather than increasing competition. Steinway & Sons is
still number one on the concert stage — a survey of twenty-eight of the world’s major
orchestras showed that, during the 2001/2002 concert season, 99% of piano soloists
chose to play on Steinway pianos. This demonstrates the confidence the world’s major
performing artists have in today’s Steinway piano. Worldwide, nearly 85% of the grand

pianos sold in the premium priced category are made by Steinway & Sons.

STEINWAY MUSICAL INSTRUMENTS, INC.
TR R e T R T R
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Several years ago, we opened a represcntative office in Beijing to explore growth
opportunities in China. Since that time we developed a network of six dealers to sell
pianos to institutions and consumers. Qur experience shows that the Chinese
government continues to focus on the country’s cultural development. As such, we
expect China to be the fastest-growing music market during the next ten to fifteen years.
To that end. in February of 2003, we announced that we are sending over one of
the company’s most seasoned managers to head Steinway Asia. Robert Dove has over
twenty years of management experience with Steinway and extensive knowledge and
experience in Asia. He will be responsible for the future development of the piano division’s
strategic initiatives and OEM relationships in thart region of the world.

N R N | R R
After the recession in the early 1990s, we developed a strategy that focused on increasing
piano sales to music schools and performing arts centers, as these market segments are
typically less sensitive to economic cycles. During the last two years, the poor economy has

put this strategy to the test. We are pleased to report that, during 2002, we added eight

¢ »

more institutions to our ever-expanding list of “All Steinway” schools, bringing the total
number to thirty-four. Of special note was Oklahoma City University’s purchase of one
hundred five pianos, the largest purchase in Steinway’s history.

In addition to the progress we made in the music school market, we also developed
afhliations with some of the most prestigious orchestras and venues in the United States,
including the Boston Symphony Orchestra, the Chicago Symphony Orchestra, the
Cincinnati Symphony Orchestra, the Philadelphia Orchestra, The Kennedy Center for the
Performing Arts and the Tanglewood Music Festival. The best continue to want the best and

they know that is what they get when they buy Steinway & Sons pianos.

STEINWAY MUSICAL INSTRUMENTS, INC,
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In 2001, we undertook a major initiative to improve the productivity and
profitability of our band operations. Although the project increased costs for a couple of
years, we expect a long-term improvement in our competitive position. To further our
efforts to reduce the cost of our instruments, we have also dedicated resources to investigate

additional opportunities for sourcing products and parts overseas.

CONN-SELMER MERGER
In the fourth quarter of 2002, we announced the merger of our two band companies into
one entity, Conn-Selmer. We also appointed a new President for Band Operartions. John
Stoner is a seasoned executive who has a proven track record of combining manufacturing
businesses and improving operating performance. Since his appointment last fall, he has
realigned and consolidated his management team and pared down overhead at many of our
manufacturing facilities. As the reorganization continues to unfold, the corporate culture of
our band company is becoming more entrepreneurial in nature. This type of culture will help
Conn-Selmer capitalize on available profit opportunities in the band instrument industry.
By the end of 2002, we had completed the consolidation of our string
manufacturing operations into one facility. This consolidation will improve efficiencies and
inventory management while maintaining the high quality standards for which our brands
are known. In conjunction with our increased importing from the Far East, we also opened
a West Coast distribution center for Ludwig drums. This facility will help us provide faster

service to Ludwig customers in chis region.

DIsSramurion CHHANNELS

Traditionally, music education has been best served through a network of local retail
dealers that offers personalized service. These dealers provide valuable services by calling on
local schools and providing direct service to band and orchestra educators. Recently, retail
dealers and others have also offered instruments through additional distribution channels,

such as the Internet, catalogs and “big box” concepts. While we will continue to support the

10 STEINWAY MUSICAL INSTRUMENTS, INC
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Our management has prepared the accompanying consolidated financial statements and
notes and is responsible for their content. We believe the statements accurately report the
Company’s financial position and operating results on a basis consistent with accounting
principles generally accepted in the United States of America. These statements include
certain amounts that are estimates based on currently available information and our
judgment of current conditions and circumstances.

We operate under a system of internal accounting controls designed to provide
reasonable assurance that, in all material respects, our financial records are accurate, that
assets are protected and that the financial statements fairly present our financial position,
results of operations and cash flows. The internal accounting control system is tested,
monitored and revised as necessary.

The Audit Commirtee of the Board of Directors is composed entirely of
outside independent Directors. It meets periodically to assess that our management and
independent auditors are properly fulfilling their duties regarding internal control and
financial reporting. Our independent auditors and financial management have full and
free access to the Audit Committee at any time.

We engaged Deloitte & Touche LLP, independent accountants, to audit
the consolidated financial statements. Their accompanying report is based on an
examination conducted in accordance with auditing standards generally accepted in the
United States of America, which includes a review of our systems of internal control as
well as tests of accounting records and procedures sufficient to enable them to render an

opinion on our financial statements.

Dana D). Messina

\ \v“&\\?\‘
" Dennis M. Hanson

Senior Executive Vice President

and Chief Financial Officer

President and

Chief Executive Officer
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To the Board of Directors and Stockholders of Steinway Musical Instruments, Inc:

We have audited the accompanying consolidated balance sheets of Steinway
Musical Inscruments, Inc. and subsidiaries as of December 31, 2001 and 2002, and the
related consolidated statements of income, stockholders’ equity, and cash flows for each
of the three years in the period ended December 31, 2002. These financial stacements are
the responsibility of the Company’s management. Our responsibility is to express an
opinion on the financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also
includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all
material respects, the financial position of Steinway Musical Instruments, Inc. and sub-
sidiaries as of December 31, 2001 and 2002, and the results of their operations and their
cash Hows for each of the three years in the period ended December 31, 2002, in con-
formity with accounting principles generally accepted in the United States of America.

As discussed in Note 2, in 2002 the Company changed its methods of
accounting for goodwill and trademarks to conform to Statement of Financial

Accounting Standard (“SFAS”) No. 142, and debt extinguishment costs to conform to
SFAS No. 145.

Ns\mk\\@ 5’ Its e
Deloitte & Touche LLP

Boston, Massachusetts

February 21, 2003

STEINWAY MUSICAL INSTRUMENTS, INC.
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INTRODUCTION

The following discussion provides an assessment of the results of our operations and
liquidity and capital resources together with a brief description of certain of our
accounting policies. Accordingly, the following discussion should be read in conjuncrion
with our consolidated financial statements and the notes thereto included elsewhere

in this report.

OVERVIEW

We, through our operating subsidiaries, are one of the world’s leading manufacturers of
musical instruments. Our strategy is to capitalize on our strong brand names, leading
market positions, strong distribution networks, and quality products.

PI1ANO SEGMENT Sales of our pianos are influenced by general economic
conditions, demographic trends and general interest in music and the arts. The operat-
ing results of our piano segment are primarily affected by Steinway & Sons grand piano
sales. Given the total number of these pianos that we sell in any year (2,947 sold in
2002), a slight change in units sold can have a material impact on our business and
operating results. Our results are also influenced by sales of Boston and Essex pianos,
which together represented approximately 55% of total piano units sold and approxi-
mately 20% of total piano revenues in 2002. Our Boston and Essex piano lines are
manufactured in Asia, each by a single manufacturer. The ability of these manufacturers
to produce and ship products to us could materially impact our business and operating
results. In 2002, approximately 62% of piano sales were in the United States, 26% in
Europe and the remaining 12% primarily in Asia. For the year ended December 31,
2002, our piano sales were $164.6 million, representing 49% of our total revenues.

PiaNo OUTLOOK FORr 2003 We expect a challenging year for our
piano segment due to uncertinties in the economies worldwide, especially in Europe
and Asia. Gross margins are expected to remain relatively stable. The celebration of the
150th anniversary of Steinway & Sons in 2003, whilc increasing marketing cxpenscs, is
expected to provide us with increased public recognition and generate additional sales
prospects. We currently have sufficient, but not excessive, manufacturing capacity to
meet anticipated or increased demand.

BAND SEGMENT Our student band instrument sales are influenced by

trends in school enrollment and general attitudes toward music and the arts.

14

Management estimates that 85% of our domestic band sales are generated through
educational programs. Our school instrument business is correlated to the number of
school children in the United States, which has peaked and is expected to remain
relatively stable over the next few years. However, due to the current economic climate,
many school budgets have recently been reduced. This has often adversely impacted
school music program funding, resulting in delays or eliminations of beginning band
programs, which has negatively impacted our revenues. In addition, limited resources
have affected the sales of instruments typically purchased by schools, such as tubas,
sousaphones, and certain percussion instruments.

In addition, our band instrument sales have also been adversely affected by
high levels of available inventories from domestic suppliers and an abundance of
competitively priced instruments being imported from offshore, low cost producers. As
a result, we are currently competing in a highly price sensitive domestic market with
excess capacity. Musical instrument dealers, our primary customers, are also focusing on
selling through current inventories before ordering new instruments. With the increase
in product availability, dealers are ordering on an “as needed” basis instcad of making
substantial investments in their own inventories. We refined our pricing structure on
certain instruments in order to remain competitive in the increasingly efficient band
instrument market.

Consistent with past patterns, beginner instruments accounted for 73%
of band and orchestral unic shipments and 47% of instrument revenues in 2002,
with advanced and professional instruments representing the balance. In 2002, approxi-
mately 83% of band sales were in the United States, 7% in Europe and the remaining
10% primarily in Asia. For the year ended December 31, 2002, our band sales were
$167.7 million, representing 51% of our total revenues.

Banp OurLook For 2003 Aggressive competition, low domestic
industry capacity utilization, and uncertainty regarding the outcome of our labor
contract negotiations will make 2003 another challenging year for our band segment.
We intend to focus on strengthening this segment in the upcoming year by increasing
our manufacturing flexibility, taking greater advantage of our available distribution
channels, and refining the balance between manufactured and imported products while
maintaining the high quality standards for which our brands are known. We believe that
the implementation of these strategies is necessary for the long-term growth of this

segment of our business.

STEINWAY MUSICAL INSTRUMENTS, INC.
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NON-OPERATING EXPENSES Non-operating expenses decrcased $12.2
million to $9.3 million in 2002 primarily as a result of the reclassification of $6.6
million of debt extinguishment costs in the prior year. These costs, which are
artributable to our long-term debt refinancing in April 2001, have been reclassified from
an extraordinary item to a non-operating expense due to our implementation of SFAS
No. 145. Exclusive of these costs, non-operating expenses decreased $5.6 million. This
was due to the $3.5 million decrease in ner interest expense resulting from the significant
decrease in borrowings on our domestic revolving loan as compared to 2001. Foreign
exchange gains of $0.7 million compared to foreign exchange losses of $0.8 million in

2001 also contributed to the reduction of non-operating expenses in the current period.

Fiscal Year 2001 Compared to Fiscal Year 2000

NET SaLEs Net sales increased $20.9 million (6%) to $352.6 million in 2001. Piano
sales declined $13.9 million (8%) to $169.0 million, rcflecting a domestic unit shipment
decrease of 20% as a result of the U.S. economic slowdown. However, the decrease in
domestic piano sales of 15% was partially offset by the swrong performance of
international piano sales, which increased $2.5 million, or 4% in 2001. Band and
orchestral sales increased $34.6 million (23%) to $183.6 million on a corresponding
increase in band shipments of 23%. This increase was primarily due to the $43.1 mitlion
of incremental revenue from UMI, which more than offset the negative effect of
dealer consolidation.

GRrOSS PROFIT Gross profit increased $2.5 million (2%) to $107.5 million
in 2001. Gross margins declined to 30.5% from 31.6% in 2000 as a result of declines in
both the piano and band margins. Piano margins declined slighdly, from 35.6% to
35.1%, despite a favorable sales mix of higher margin concerr grands reported by our
international piano operations. This decline was a result of additional factory shutdowns
and the lower absorption of overhead costs in domestic piano operations. These
periadic shutdowns were instituted by management in order to control inventory levels,
yet retain the skilled workforce, in response to the slowing economy. Band instrument
margins declined from 26.8% to 26.3% due to production changes at one manu-
_mmnE::m facility, which resulted in additional training costs and labor inefficiencies.
The incremental costs in 2001 of approximately $0.5 million related to a reengineering
project at certain band instrument manufaceuring plants also adversely impacted

gross margin.

OPERATING EXPENSES Operating expenses increased $5.8 million (9%)
to $69.0 million in 2001. Operating expenses as a percentage of sales increased slightly
from 19% in 2000 to 20% in 2001. Excluding the incremental operaring expenses of
UMI of $7.8 million in 2001 and the one-time charges of $1.5 million associated with
the acquisition of UMTI in 2000, operating expenses remained relatively flac.

NON-OPERATING EXPENSES Other expense increased approximately
$7.3 million (51%) to $21.6 million in 2001. This increase is primarily the result of
the $6.6 million of debt extinguishment costs associated with our long-term debt
refinancing in April 2001, which has been reclassified from an extraordinary item to a
non-operating expense due to our implementation of SFAS No. 145. The remaining
increase is a result of higher net interest expense associated with higher average

outstanding debt balances incurred primarily as a result of the acquisition of UMI.

LiQuipIiTY AND CAPITAL RESOURCES

We have relied primarily upon cash provided by operations, supplemented as necessary
by seasonal borrowings under our working capital line, to finance our operations, repay
long-term indebredness and fund our capital expenditures.

CasH Frows Cash provided by operations was $13.3 million in 2000,
$28.9 million in 2001, and $31.0 million in 2002. The increase in 2002 is the result of
our continued control of inventory as well as effective management of our accounts
receivable and payable. In 2000, we embarked on a major initiative to effect fundamental
changes in our band instrument manufacturing operarions. We incurred project related
expenses of approximately $1.8 million in 2000, $2.1 million in 2001, and $0.6 million
in 2002. The long-term benefits of the project include improved production flow,
efficiency and quality.

Cash used for the acquisitions of PKL and UMI was $86.6 million in 2000.
Cash used in other investing activities consists primatily of capital expenditures of $7.9
million in 2000, $7.1 million in 2001, aud $5.6 million in 2002. In 2000, cash
provided by financing activities, which totaled $80.5 million, was primarily derived from
borrowings on our line of credit and the $45 million acquisition loan obtained to
purchase UML In 2001, cash used in financing activities totaled $20.4 million and was
due to a combination of factors, including our issuance of $150.0 million in Senior

Notes, our redemption of $110.0 million in Senior Subordinated Notes, and repayment

STEINWAY MUSICAL INSTRUMENTS, INC.
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estate term loan is payable in monchly installments of $0.2 million and includes interest
at average 30-day LIBOR (1.38% at December 31, 2002) plus 1.5%. This term loan is
secured by all of our interests in the Steinway Hall property. The acquisition term loan
is repayable in monthly installments of $0.4 million for the first five years and monthly
installments of $0.6 million in years six through eight. The acquisition term loan and
revolving credit loans bear interest at average 30-day LIBOR plus 1.75%. All of our
borrowings under the Credit Facility are secured by a first lien on our domestic
inventory, receivables, and fixed assets. Open account loans with foreign banks also
provide for borrowings of up to €17.6 million ($18.5 million at December 31, 2002) by
Steinway’s foreign subsidiaries.

On April 19, 2001, we completed a $150.0 million 8.75% Senior Note offer-
ing. The proceeds of this offering were used to redeem $110.0 million of previously
outstanding Scnior Subordinated Notes, with the balance used to pay down the Credit
Facility. The early retirement of the Senior Subordinared Notes, which were redeemed on
June 1, 2001 at 102.75% of the principal amount, generated a debt extinguishment
charge of approximately $6.6 million, and a related tax bencfit of $2.7 million. On
December 18, 2002 we repurchased $4.7 million of our Senior Notes.

At December 31, 2002, our total outstanding indebtedness amounted to
$200.6 million, consisting of $145.3 million of 8.75% Senior Notes, $19.7 million on
the real estate term loan, $34.0 million on the acquisition term loan, and $1.6 million
of notes payable to foreign banks. Cash interest paid was $19.1 million in 2001 and
$15.3 million in 2002. All of our debr agreements contain covenants that place certain

restrictions on us, including our ability to incur additional indebredness, to make

CONTRACTUAL OBLIGATIONS
Contractual obligations at December 31, 2002

investments in other entities and to pay cash dividends. We were in compliance with all
such covenants as of December 31, 2002.

Qur share repurchase program authorizes us to make discretionary
repurchases of our ordinary common stock up to a limit of $25.0 million. Repurchased
shares are being held as treasury shares to be used for corporate purposes. We have
reserved 721,750 shares of our existing treasury stock to be utilized for the issuance of
stock options under our Amended and Restated 1996 Stock Plan. These options will
have no impact on our cash flow or number of shares outstanding unless and until the
options are exercised. In 2001, we repurchased 114,600 shares at a cost of $1.9 million.
We did not repurchase any shares in 2002, but intend to consider repurchases in 2003,
contingent upon our cash flow, share price, and availability of shares for purchase.

We experience long production and inventory turnover cycles, which we
constantly monitor, since fluctuations in demand can have a significanc impact on these
cycles. In 2002, we successfully continued to focus on managing our inventory levels and
accounts receivable in order to maximize cash flow from operations. We were once again
able to eliminate the outstanding debt on the revolving portion of the Credit Facility by
the end of the fiscal year. Looking forward to 2003, we anticipate a challenging year. We
will continue to focus on keeping our balance sheet strong by managing accounts
receivable, maintaining sufficient, but not excessive, inventory levels, and repaying debrt.
Other than those described, we are not aware of any trends, demands, commitments, or
costs of resources that are expected to materially impact our liquidity or capital resources.
Accordingly, we believe that cash on hand, together with cash flows anticipated from
operations and available borrowings under the Credit Facility, will be adequate to meet
our debt service requirements, fund continuing capital requirements and satisfy our

working capital and general corporate needs through 2003.

Payments due by period

Toral Tess than 1 vear 1-3 vears 3-S5 vears More than 5 years
Long-term debt! . $200,636 $8,055 $13,111 $13,295 $166,175
Operating leases’ 272,850 4,400 7,943 6,453 254,054
Other long-term liabilitics® 22,407 2,440 4,880 4,880 10,207
Toral $495,893 $14,895 $25,934 $24,628 $430,436

{ The nawre of

t long-rerm debe obligations is described more fully in the “Boirowing Avai
$261.9 m

ainder is

ilicy and Acti
n of our operating lease obligations are attributable to the ninety-nine year

filing; the 1 10 the leasing of other facil and cquipment.

3 Our other long-term liab consist primarily of pension obligations, which are described in Note 14 in the Notes to C

dated Financial Statements included within this

and Capital Resources.”

«d with the purchase of Steinway Hall, which is described in Note 13 in the Nows 1o Consolidated Financial Statements included within this

STEINWAY MUSICAL INSTRUMENTS, INC.
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m\,@\wku\\%\&\m\ Ftatements x\\ T2CONE

(In Thousands Except Share and Per Share Data)

Years Ended December 31, 2000 2001 2002
Net sales $331,698 $352,612 $332,297
Cost of sales 226,740 245,114 235,146
GROSS PROFIT 104,958 107,498 97,151
Opcrating expenses:
Sales and marketing 37,342 42,251 41,129
General and adminiscrative 19,694 21,909 22,517
Amortization 3,856 4,255 1,154
Other operating expenses 887 611 952
Non-recurring charges 1,490 — —
Total operating expenses 63,269 69,026 65,752
INCOME FROM OPERATIONS 41,689 38,472 31,399
Other income, net (1,825) (1,778) (3,939)
Interest income (1,291) (2,306) (1,892)
i [nterest expense 17,401 19,037 15,171
Debr extinguishment costs — 6,612 —
INCOME BEFORE INCOME TAXES 27,404 16,907 22,059
Provision for income taxes 10,500 5,588 7,150
NET INCOME $ 16,904 $ 11,319 $ 14,909
EARNINGS PER SHARE:
Basic $1.89 $1.27 $1.68
Diluted $1.89 $1.27 $1.68
WEIGHTED AVERAGE SHARES:
Basic 8,921,091 8,928,000 8,877,256
Dilured 8,921,108 8,928,000 8,882,165

See notes ro consolidated financial statements.

STEINWAY MUSICAL INSTRUMENTS, INC.
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(In Thousands)

Years Ended December 31,

2000 2001 2002
OPERATING ACTIVITIES:
Nert income $16,904 $11,319 $14,909
Adjustments to reconcile net income to cash flows from operating activities:
Depreciation and amortization 12,342 13,803 11,037
Debt extinguishment costs — 6,612 —
Deferred tax benefit (2,349) (1,421) (1,194)
Other 240 431 334
Changes in operating asscts and liabilicies:
Accounts, notes and leases receivable 4,739 9,864 6,090
Inventories (20,242) (3,520) 1,877
Prepaid expenses and other current assets 365 (2,533) (755)
Accounts payable 2,161 (3,440) 1,845
Other current liabilities (895) (2,238) (3,095)
Cash flows from operating activities 13,265 28,877 31,048
INVESTING ACTIVITIES:
Capital expenditures (7,890) (7,141) (5,604)
Proceeds from disposals of fixed assets 511 243 4
Business acquisitions (net of cash acquired) (86,567) — —
Changes in other assets 148 (1,090) (2,149)
Cash flows from investing activities (93,798) (7,988) (7,749)
FINANCING ACTIVITIES:
Net borrowings (repayments) under lines of credit 41,297 (45,601) 295
Proceeds from long-term debt 45,000 150,000 —
Repayments of long-term debt (1,981) (118,847) (6,352)
Repurchase of long-term debt — — (4,655)
Debt issuance costs (3,942) (4,510) —
Proceeds from issuance of scock 693 454 994
Purchases of treasury stock (483) (1,901) —
Cash flows from financing activitics 80,584 (20,411) (9,718)
Effects of foreign exchange rate changes on cash 274 78 (27)
Increase in cash 325 556 13,554
Cash, beginning of year 4,064 4,989 5,545
Cash, end of year $ 4,989 $ 5,545 $19,099
Supplemental Cash Flow Information
Interest paid $17,238 $19,120 $15,318
Income raxes paid $14,990 $10,337 $11,363

See notes to consolidated financial statements.

STEINWAY MUSICAL INSTRUMENTS, INC.
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NATURE OF BUSINESS

Steinway Musical Instruments, Inc. and subsidiaries (the “Company”) is one of the
world’s leading manufacturers of musical instruments. The Company, through its
wholly-owned subsidiaries, The Steinway Piano Company, Inc. (“Steinway”) and
Conn-Selmer, Inc. (“Conn-Selmer”), manufactures and distributes products within the
musical instrument industry. Steinway produces the highest quality piano in the world
and has one of the most highly recognized and prestigious brand names. Conn-Selmer is
the leading domestic manufacturer of band and orchestral instruments and related
accessories, including complete lines of brasswind, woodwind, percussion and stringed
instruments. Selmer Paris saxophones, Bach Stradivarius trumpets, C.G. Conn French
horns, King trombones and Ludwig snare drums are considered by many to be the finest
such instruments in the world.

Throughout this form “we”, “us”, and “our” refer to Steinway Musical
Instruments, Inc. and subsidiaries taken as a whole. During 2002 we combined the
operations of The Selmer Company, Inc. (“Selmer”) and United Musical Instruments,
Inc. (“UMI”) into Conn-Selmer. The legal merger became effective on January 1, 2003.

References to “Selmer” and “UMI” refer to events or circumstances prior to the merger.

ot 2

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

PRINCIPLES OF CONSOLIDATION Qur consolidated financial statements include
the accounts of all of our direct and indirect wholly-owned subsidiaries. Significant
intercompany balances have been eliminated in consolidation.

Use oF EsTiMATES The preparation of financial statements in
conformity with accounting principles generally accepted in the Unired States of
America necessarily requires us to make estimates and assumptions that affect the
reported amounts of assets and liabilities and the reported amounts of revenues and
expenses during the reporting period. Actual results could differ from those estimates.

REVENUE RECOGNITION Revenue is generally recognized upon
shipment following receipt of a valid customer order. We provide for the estimated costs

of warranties, discounts and returns at the time of sale.

24

INVENTORIES Inventories are stated at the lower of cost or market. Cost
has been determined using the first-in, first-our (“FIFO”) method for approximately
74% of our inventories at December 31, 2001 and 75% of our inventories at
December 31, 2002. The cost of the remaining inventories has been determined by the
last-in, first-out (“LIFO”) method.

GOODWILL, TRADEMARKS AND OTHER INTANGIBLE ASSETS
Intangible assets other than goodwill and trademarks are amortized on a straightline
basis over their estimated useful lives. Deferred financing costs are amortized over the
repayment periods of the underlying debt, which approximates the effective interest
method. Prior to 2002, goodwill was amortized on a straight-line basis over 40 years, and
trademarks acquired were recorded at appraised value and amortized on a straight-line
basis over 10 years. However, effective January 1, 2002, we adopted Statement of
Financial Accounting Standards (“SFAS”) No. 142, “Goodwill and Other Intangible
Assets,” which required that we cease to record amortization expense on our goodwill
and trademark assets. SFAS No. 142 also required that, upen adoption, we test our
goodwill and trademark assets for impairment. We arc also required to test goodwill and
trademark assets for impairment annually or on an interim basis if events or
circumstances indicate that the fair value of an asset has decreased below its carrying
value. At January 1, 2002 and December 31, 2002, we evaluated our goodwill and
trademark assets and determined that the fair value had not decreased below the
carrying value and, accordingly, no impairment adjustments have been made.

DEPRECIATION AND AMORTIZATION Property, plant and equipment
are recorded at cost or, in the case of assets acquired through business combinations, at
fair value. Depreciation is provided using the straight-line method over the estimated
useful lives of the respective assets. Leasehold improvements are amortized using the
straight-line method over the estimated useful lives of the improvements or the remain-

ing term of the respective lease, whichever is shorter. Estimated useful lives are as follows:

° Buildings and improvements 15~40 ycars
¢ Leaschold improvements 5-15 years
o Machinery, equipment and tooling 3-10 years
s Office furniture and fixtures 3-10 years
» Concert and artist and rental pianos 15 years

STEINWAY MUSICAL INSTRUMENTS, INC.
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It should be noted that the Black-Scholes option-pricing model was designed to value
readily tradable options with relatively short lives and no vesting restrictions. In addition,
option valuation models require the inpurt of highly subjective assumptions including the
expected price volatility. Because the options granted are not tradable and have
contractual lives of up to ten years, and because changes in the subjective input
assumptions can materially affect the fair value estimate, in management’s opinion, the
existing models do not provide a reliable measure of the fair value of the options issued
under either the Stock Plan or Purchase Plan.

INncoME PER COMMON SHARE Basic income per common share is
computed using the weighted average number of common shares outstanding during each
year. Diluted income per common share reflects the effect of our outstanding options
(using the treasury stock method), except when such items would be antdilutive.

A reconciliation of the weighted average shares used for the basic and

diluted compurations is as follows:

Years Ended December 31, 2000 2001 2002
Weighted average shares

for basic income per share 8,921,091 8,928,000 8,877,256
Dilutive effect of stock options 17 — 4,909
Weighted average shares

for diluted income per share 8,921,108 8,928,000 8,882,165

Options to purchase 618,800, 612,400, and 1,098,300 shares of common stock at prices
ranging from $18.55 o $21.94 per share were outstanding during the years ended
December 31, 2000, 2001 and 2002, respectively, but were not included in the
compurtation of diluted net income per share because the options’ exercise prices were
greater than the average market price of the common shares.

ENVIRONMENTAL MATTERS Potential environmental liabilities are
recorded when it is probable that a loss has been incurred and its amount can reasonably
be estimated (see Note 13).

SEGMENT REPORTING We have two distinct reportable segments: the
piano segment and the band and orchestral instrument segment. We consider these two
segments reportable as they are managed separately and the operating results of each

segment are regularly reviewed and evaluated separately by our senior management.
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COMPREHENSIVE INCOME Comprehensive income is comprised of net
income, foreign currency translation adjustments, additional minimum pension
liabilities, and unrealized gains and losses on certain long-term assets and is reported in
the consolidated statements of stockholders™ equity for all periods presented.

NEW ACCOUNTING PRONOUNCEMENTS On April 30, 2002 the
Financial Accounting Standards Board (“FASB”) issued SFAS No. 145, “Rescission of
FASB Statements No. 4, 44, and 64, Amendment of FASB Statement No. 13, and
Technical Corrections,” which addresses, among other things, the treacment of gains and
losses resulting from the early extinguishment of debt. We adopted SFAS No. 145 in
2002 and reclassified the components of the early extinguishment of debt recorded in
2001 to an element of non-operating expenses and the income tax provision; this reclas-
sification does not change the amount of the loss recorded nor, other than the reclassifi-
cation, does it have a material impact on our financial position or results of operations.

On July 30, 2002 the FASB issued SFAS No. 146, “Accounting for Costs
Associated with Exit or Disposal Activities.” SFAS No. 146 requires costs associated with
exit or disposal activities to be recognized when the costs are incurred, rather than at the
date of commitment to an exit or disposal plan. The provisions of SFAS No. 146 are
effective for disposal activities initiated after December 31, 2002.

In December 2002, the FASB issued SFAS No. 148, “Accounting for Stock-
Based Compensation-Transition and Disclosure-an Amendment of FASB Statement
No. 123.” SFAS No. 148 provides alternative methods of transition for a voluntary
change to the fair value based method of accounting for stock-based employee compen-
sation. We do not currently intend to adopr the fair value based method of measuring
compensation associated with stock awards and grants. As a consequence of continuing
to utilize the intrinsic value method of measuring such compensation, we will be
required in 2003 to provide additional disclosures in our quarterly financial scatements
which will reflect the impact on net income and earnings per share on a pro forma basis
as if we had applied the fair value method to stock-based employee compensation.

RECLASSIFICATIONS Certain prior year amounts have been reclassified to

conform to the current year presentation.

STEINWAY MUSICAL INSTRUMENTS, INC.
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The changes in the net carrying amounts of goodwill and trademarks for the year ended Years Ended December 31, 2000 2001 2002
December 31, 2002 as are follows: Basic and diluted earnings per share:
Nert income $1.89 $1.27 $1.68
Piano Band & Orchestral Goodwill amortization 0.10 0.10 —
Segment Seoment Trademark amortization 0.13 0.16 —
Goodwill: Adjusted net income $2.12 $1.53 $1.68
Balance at December 31, 2001 $19,362 $8,555
Foreign currency translation impact 1,622 — e J
Balance at December 31, 2002 $20,984 $8,555
OTHER ASSETS
Trademarks:
Balance at December 31, 2001 $ 6,471 $2,671 December 31, 2001 2002
Foreign currency translation impact 509 — Pension asscts $2,936 $2,526
Balance at December 31, 2002 $ 6,980 $2,671 Notes receivable 2,037 3,967
Other assets 934 1,199
Total $5,907 $7,692
The following table summarizes amortization expense for the years ending December 31:
otz £
2000 2001 2002
Aggrepate amortization expense $ 3,856 $4,255 $1,154 OTHER CURRENT LIABILITIES
) . . . . December 31, 2001 2002
The »w:oﬁ:mmzo: periods mo.~ other _:B:m__w_.m assets range from five to ten years. The Accrued payroll and related benefies $14.516 315087
following table shows the estimated amortization expense for these assets for each of the Current portion of pension liability 3,051 4,111
five succeeding fiscal years: Accrued warranty expense 2,221 2,357
Accrued interest 2,811 2,720
. o Deferred income 4,338 3,536
Estimated amortization expense: Other accrued expenses 7.158 7.253
2003 $1,154 4,0 64
2004 1,043 $34,095 $35,2
2005 987
2006 952 Accrued warranty expense is generally recorded at the rime of sale for instruments which
Y X} g y
2007 952 have a warranty period ranging from five to ten years. The accrued expense recorded is
based on a percentage of sales and is adjusted periodically following an analysis of
Had SFAS No. 142 been in effect prior to January 1, 2002, our reported net income and warranty activity. Accrued warranty expense for instruments that have a warranty
net income per share would have been as follows: period of one year is recorded based on warranty return trends.
Years Ended December 31, 2000 2001 2002
Net income $16,904 $11,319 $14,909
Goodwill amortization 864 857 —
Trademark amortization, net of tax 1,204 1,453 —
Adjusted net income $18,972 $13,629 $14,909

STEINWAY MUSICAL INSTRUMENTS, INC.




ON L40daY TVANNY 7007

0ST°/$ 886°¢$ 00¢°01$

(Z[TD {1y8) #0<T) parsgaq

619°¢ 649y wy'y RIEY S
udiosog

9/ (Sy) (59) palidfe(

6T8 ¥/9 01¢1 EEIN
“A[PHUYIPUL PAISIAUII 3 {|1M {Je20] puE MBS SN

sdurures yons 1ey1 pa1dadxa AULLIMD SI 11 2SNEDD SILIBIPISQNS IS 10] IPEL UIIQ SB L (€9) (084) patRgR(]

! Yy yp | LY. q saLreIpisq ~L ) 2p q Sey 068 ¢ 9Co' 1§ 160°L § )
soxer Guipjoyyam udizio) pue awodul *g ) 10 uoisiaoid ON “ZL0°CS PA[EI0) SALIBIPISqNS e1opay g
"§()-Uou Jo SSUTUIED PAUTEIAN PABNWNDDE ‘ZOO7 1€ 12quadd( Iy 7007 1002 0007 T¢ 1oqUd>(] papuy] SIeag

-aouys 1ead yoeo ojqeded Apusimo soxer Junoedwi 10z

“m>>O=O.* SE 3JE SOXE} 210D Ul l_OL uorstaoad vr—u ,WO quUEOn::Ou wr_h
ul U>muuv,tm. UENUDL CO_uN—wmmu_ W_Lr—x ‘salel viu uil wuw:NLU {oa] U—.——U mu—ﬁ__ﬂ_m__ xXel wuv._._un_uﬁu ul ) t >

S3IXV] IWODN
0/6$ Jo uononpas e paziugdodas sm ‘uonelsids) oy jo afessed vodn “xer Aed suoneiado 1 _

INO JO UTRIIS UPIYm 1B 311 oY1 paonpal 1ey uone(sids) passed Auewiony ‘0o Ul OL 7N
669  (8LLD§ (ST D§
0s1°2$ 885°6$ 00¢°01$ SOXEY SO 10§ HOSINCI 6y8'n (041°7) (88%) SNOIUE|[DSIN
(€86) ¥9) (£09) PYO (169) 162 9% 13u ‘ssof (wred) sSueyoxa udiniog
- - (0£9) Auewniagy ur el xer ut saduey) $6T€ ¥6TE $CT€C sasuadxa Burpping yi/¢ 134
16€ (449 08 (3yauaq [e19P2] JO 19U) SIXE] JWIODUT NI (€$9'D)$ (£$99) (€CO%) $ awoout Juipping yazg isap
17 (069) 08Z°1 (3yPuaq [LIapay Jo IoU) $IXEI WUl uII0] 7002 1002 0007 I€ 19quada(] papuy SIEax
rwo1y unpnsar saxe) awodul Uy (ISLIIDIP) ISEIOU]
17L°L% L16°6$ 1666 $ S9XE Sluooul /
a10joq sSuruses o1 parjdde arel je1apay A1o1nreIg 1IN TIWOON] #3IHLO
00T 1007 000C 1€ 12quada(] papuy SIEOR 67"
SMOJjof St T L5668 17078 568 adur[eq Sulpuy
[e1opay ~g ) A1oimess ay1 Juisn eyl w01y PardYIp SIXR) Jwodul 10) uoisiaoid mQ #18) ©50 1) ©1%) S[ESIOADT pUE SWITE|D)
0s6 6 8 suonippy
. h , 1TTT$ SSET$ 0€€T$ aouefeq Juruuidag
Mmo.mmw Mmm N_m MOM MN@ &5 :asuadxo Qiuesrem paniooy
réd 01 5 suonerado "¢ -uoN
GEBTIS $0$°9$ SL0'0T% suonesndo g co0z tobe 000z
2002 100¢ 0007 1€ qUIdR(J popuy sieag

1SMO[[0y SE S1 7007
ISMOJ[0} SE DIE $OXE] SWIODUI 210Jaq 2wIodUT Jo syuduodmod ay |, PUE [00T ‘0007 ‘1€ 2quuada(] papud siead sy 10j L11a108 asuadxo Queirem pansooe 3y |



The components of net deferred taxes are as follows:

December 31, 2001 2002

Deferred tax assets:
Uniform capitalization adjustment to inventory $ 2,992 $ 3,044
Allowance for doubtful accounts 2,952 2,859
Book tax differences in LIFO reserves on inventory (6,306) (5,749)
Accrued expenses and other current assets and liabilities 5,165 6,831
Additional minimum pension liability 648 4,638
Foreign tax credits 10,955 12,226
Valuation allowances (10,770) _ (11,709)

Total deferred tax assets $ 5,636 $12,140

Deferred rax liabilities:

Pension contributions (457) (1,040)
Fixed assets (20,243) (19,729)
Intangibles (6,418) (7,068)
Total deferred rax liabilities (27,118) (27,837)
Net deferred raxes $(21,482)  $(15,697)

Valuation allowances provided relate to excess foreign tax credits generated over
expected credit absorption. Valuation allowances relating to the acquisition of Steinway
totaled $3,301 as of December 31, 2001 and $3,918 as of December 31, 2002. Should
the related tax benefits be recognized in the future, the effect of removing the valuarion
allowances associated with the acquisition of Steinway would generally be a decrease
in goodwill. During 2001, the valuation allowance decreased by $1,596 in connection
with the use and reduction of our foreign tax credits generated in prior years. During
2002, the valuation allowance increased by $939 due to the generation of additional
excess foreign tax credits. Foreign tax credic carryforwards expire in varying amounts

through 2005.
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oz 77
LONG-TERM DEBT

December 31, 2001 2002
Term loans $ 60,042 $ 53,690
8.75% Senior Notes 150,000 145,345
Open account loans, payable on demand to a foreign bank 1,161 1,601
Tortal 211,203 200,636
Less current portion 7,446 8,055
Long-term debt $203,757  $192,581

Scheduled maturities of long-term debrt as of December 31, 2002 are as follows:

Amount

2003 $ 8,055
2004 6,533
2005 6,578
2006 6,624
2007 6,671
Thereafter : 166,175
$200,636

Our real estate term loan, acquisition term loan, and domestic, scasonal borrowing
requirements are accommodated through a committed credit facility with a syndicate of
domestic lenders (the “Credit Facility”). The Credit Facility, which was amended and
restated to accommodate the $150.0 million bond offering completed on April 19, 2001,
provides us with a potential borrowing capacity of $85.0 million in revolving credit loans,
and expires on September 14, 2008. Borrowings are collateralized by our domestic accounts
receivable, inventory and fixed assets. As of December 31, 2002, there were no revolving
credit loans outstanding, and availabilicy based on eligible accounts receivable and
inventory balances was approximately $80.5 million, net of letters of credit. The real estate
term loan ($19.7 million at December 31, 2002) is payable in monthly installments of
$170 and includes interest at average 30-day LIBOR (1.38% at December 31, 2002) plus
1.5%. This term loan is secured by all of our interests in the Steinway Hall property. The

acquisition term loan ($34.0 million at December 31, 2002) is repayable in monthly

STEINWAY MUSICAL INSTRUMENTS, INC.
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The following rable sets forth information regarding both the Purchase Plan and the Stock Plan:

2000 2001 2002
Weighted Weighted Weighted
Number of Average Number of Average Number of Average
Options Exercise Price Options Exercise Price Options Exercise Price
Ourstanding at beginning of year 536,020 $19.26 632,398 $19.09 628,202 $19.07
Granted 152,851 18.13 31,813 15.30 561,174 18.80
Exercised (42,173) 16.43 (29,549) 15.38 (59,789) 16.63
Canceled, forfeited or expired (14,300) 19.21 (6,400) 19.00 (17,200) 19.01
Qutstanding at end of year 632,398 19.09 628,262 19.07 1,112,447 19.07
Exercisable at end of year 382,700 $19.17 502,300 $19.17 507,400 $19.21

The following table sets forth information regarding outstanding and exercisable options at December 31, 2002:

Options Qutstanding Options Exercisable
Weighted Weighted Weighted
Number of Average Average Number of Average
Range of Exercise Prices Options Remaining Life Exercise Price Options Exercise Price
$16.66 14,147 .6 years $16.66 —_ 5 —
$18.84 — $21.94 1,098,300 6.8 $19.10 507,400 $19.21
$16.66 — $21.94 1,112,447 6.7 $19.07 507,400 $19.21
Hoze 73 In March 1999, we acquired the building that includes the Steinway Hall retail
COMMITMENTS AND CONTINGENT LIABILITIES store on West 57th Street in New York City for approximately $30.8 million. We entered

LEASE COMMITMENTS We lease various facilities and equipment under non- jnto a ninety-nine year land lease as part of the transaction. Annual rent payable under the

cancelable operating lease arrangements. These leases expire at various times through land lease is $2,170 in che first ten years, $2,790 for the subsequent ten-year period and

2016 with various rencwal options. Rent expense was $3,979 for the year ended will be adjusted every twenty years thereafter to the greater of the existing rent or 4% of

December 31, 2000, $4,013 for the year ended December 31, 2001, and $4,174 for the the fair market value of the land and building combined. We also entered into a ten-year
year ended December 31, 2002. master lease whereby all of our interest in the land and building was leased back to the

owner of the land. Rental expense and rental income associated with these leases was

included, along with other real estate costs, in other income/expense (see Note 9).

STEINWAY MUSICAL INSTRUMENTS, INC.
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The following table sets forth the funded status and amounts recognized as of December 31, 2001 and 2002 for our defined benefit pension plans:

Domestic Plans Foreign Plans
2001 2002 2001 2002
Change in benefit obligation:

Benefit obligation, beginning of year $30,968 $34,189 $ 15,923 $16,252
Service cost 1,284 1,354 534 574
Interest cost 2,342 2,508 930 1,054
Plan participants’ contributions 25 24 — —
Amendments 30 (1,392) — 9
Actuarial (gain) loss 951 3,977 438 (453)
Foreign currency exchange rate changes — — (732) 2,023
Benefits paid (1,411) (1,802) (841) (819)

Benefit obligation, end of year 34,189 38,858 16,252 19,240
Change in plan assets:

Fair value of plan assets, beginning of year 30,915 29,987 3,384 3,013
Return on plan assets (1,741) (3,406) 229) (72)
Employer contribution 2,199 2,576 733 819
Employee contributions 25 24 54 54
Foreign currency exchange rate changes — — (88) 318
Benefits paid (1,411 (1,802) (841) (819)

Fair value of plan assets, end of year 29,987 27,379 3,013 3,313
Bunded status (4,202) (11,479) (13,239) (15,927)
Unrecognized net actuarial loss 2,439 11,596 1,044 888
Unrecognized prior service cost 2,946 2,526 — —
Net amount recognized $ 1,183 $ 2,643 $(12,195) $(15,039)
Amounts recognized in the balance sheet consist of:

Accrued benefit cost $ (3,373) $(11,479) $(12,195) $(15,039)

Intangible asset 2,936 2,526 — —

Additional minimum pension liabiliry 1,620 11,596 — —

Net amount recognized $ 1,183 $ 2,643 $(12,195) $(15,039)
Domestic Plans Foreign Plans
2000 2001 2002 2000 2001 2002
Weighted average assumptions as of December 31:

Discount rate 7.75% 7.50% 6.75% 5.75-6.5% 5.75-6.5% 5.5-5.7%

Expected return on assets 9.0 9.0 9.0 6.75 6.75 6.75

Rate of compensation increase 4.0 4.0 4.0 2.5-4.5 2.5-4.5 2.5-4.0

STEINWAY MUSICAL [NSTRUMENTS, INC.
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Assumed health care cost trend rates have a significant effect on the amounts reported for
the health care plan. A one-percentage-point change in assumed health care cost trend

rates would have the following effects:

1% Increase 1% Decrease
Effecr on total of service and interest cost components $12 $(11)
Effect on the postretirement benefit obligation 99 (89)

We sponsor 401(k) retirement savings plans for eligible employees. Discretionary
employer contributions, as determined annually by the Board of Directors, are made to
two of these plans. The contributions approximated $590 for 2000, $550 for 2001, and
$767 for 2002.

We established a supplemental executive retirement plan (“SERP”) for a select
group of our executives who constitute a “top hat” group as defined by ERISA.
Discretionary employer contriburions made to this plan, as determined annually by the
Board of Direcrors, are held in a Rabbi Trust. The SERP assets are included in our
financial starements as available for sale investments within our Jong-term assets since the
Trust permits accessibility of the SERP assets by our creditors in the event of our
insolvency (see Notes 7 and 16). We have no other claims to the assets contained in the

Trust. The contributions approximated $203 in 2000, $283 in 2001, and $203 in 2002.

Hote 75
FOREIGN EXCHANGE CONTRACTS

Our German divisions, whose functional currency is the Euro, secure options and
forwards contracts for Japanese yen and British pounds solely to manage currency
fuctuations. At December 31, 2001, these divisions had options and forward contracts
to sell ¥230,000 and £2,150. These instruments had various maturity dates through May
2003. At December 31, 2002, these divisions had forward contracts to sell £2,250. These

instruments have various matuarity dates through March 2004,

36

Toze 76

FalR VALUES OF FINANCIAL INSTRUMENTS

Estimated fair values of financial instruments have been developed using appropriate
methodologies; however, considerable judgment is required to develop these estimates.
Accordingly, the estimates presented below are not necessarily indicative of amounts
thar could be realized in a current market exchange. Use of different assumptions or
methodologies could have a significant effect on these estimates. The net carrying value

and estimated fair value of our financial instruments are as follows:

December 31, 2001 2002
Nert Carrying Estimated Net Carrying ~ Estimated
Value Fair Value Value Fair Value
Financial liabilities:
Long-term debt $211,203 $209,703 $200,636 $201,087
Foreign currency contracts — 73) — (106)
Interest rate caps — (7) — —

The estimated fair value of existing long-term debr is based on rates currently available
to us for debt with similar terms and remaining maturities.

The estimated fair value of foreign currency contracts (used for hedging
purposes) has been determined as the difference between the current spot rate and the
contract rate multiplied by the notional amount of the contract or upon the estimated
fair value of purchased option contracts. The net carrying value of these contracts
approximates zero as any gains or losses on the contracts are generally offset by losses or
gains on the related hedged asset or liability.

The carrying amounts of cash, marketable equity securities, accounts, notes
and lcases receivable, and accounts payable approximare fair value because of the short
maturity of these instruments.

Investments in marketable equity securities are categorized as trading,
available-for-sale, or held-to-marturity. On December 31, 2001 and 2002, we had only
available-for-sale securities which are stated ar fair value, with unrealized gains and
losses, net of deferred taxes, reported in stockholders’ equity. Included in accumulated
other comprehensive loss were unrealized net losses of $5 at December 31, 2001 and
unrealized net losses of $76 at December 31, 2002. Our marketable equity securities per-

tain to the SERP and are included as a component of other assets (see Notes 7 and 14).

STEINWAY MUSICAL INSTRUMENTS, INC.
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QUARTERLY FiINANCIAL DATA {UNAUDITED)
The following is a summary of unaudited results of operations (in thousands except share

and per share dara) for the years ended December 31, 2001 and 2002.

First Second Third Fourth
2001 Quarter Quarter Quarter Quarter
Net sales $101,581 $83,661 $82,885 $84,485
Gross profit 31,709 27,064 24,309 24,416
Nert income (loss) 5,200 (249) 2,514 3,854
Basic income (loss) per share $ 058 $ (0.03) $ 0.28 $ 043
Diluted income (loss) per share ) 0.58 (0.03) 0.28 0.43
Weighted average shares:
Basic 8,931,500 8,931,500 8,947,342 8,901,657
Diluted 8,931,500 8,931,500 8,947,342 8,901,657
First Second Third Fourth
2002 Quarter Quarter Quarter Quarter
Net sales $ 88,059 $78,349 $75,320 $90,569
Gross profit 25,363 24,385 21,301 26,102
Net income 3,683 4,084 2,191 4,951
Basic income per share $ 042 $ 0.46 $ 0.25 $ 0.56
Diluted income per share 0.42 0.46 0.25 0.56
Weighted average shares:
Basic 8,847,372 8,860,834 8,894,580 8,906,238
Diluted 8,853,917 8,915,071 8,894,620 8,906,238
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